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EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
ON
MODIFICATION OF REPORTING PRACTICES
RELATING TO HOSPITAL RELATED
ORGANIZATIONS AND FUNDS HELD IN
TRUST BY OTHERS
FEBRUARY 10, 1978

Issued by the Subcommittee on Health Care Matters of the
American Institute of Certified Public Accountants
For Comment From Persons Interested in Accounting and Reporting

Comments should be received by June 15, 1978, and addressed to
Robert C. Mullins, Manager, Federal Government Relations Division, File No. G-1-402
AICPA, 1620 Eye Street, N.W., Washington, D.C. 20006

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

February 10, 1978
To Practice Offices of CPA Firms ; Members
of Council; Technical Committee Chairmen;
State Society and Chapter Presidents,
Directors and Committee Chairmen; Organizations
Concerned With Regulatory, Supervisory, or
Other Public Disclosure of Financial Activities;
Persons Who Have Requested Copies:

An exposure draft of a proposed statement of position entitled Modification of
Reporting Practices Relating to Hospital Related Organizations and Funds Held
in Trust by Others accompanies this letter.
This exposure draft has been prepared by the Subcommittee on Health Care Matters
of the American Institute of Certified Public Accountants to help focus attention
on the issues considered and foster the interchange of ideas among those interested in improving accounting and reporting standards.
The subcommittee recommends that those reviewing and commenting on this draft also
refer to a discussion of this subject contained in an AICPA discussion draft entitled
A Tentative Set of Accounting Principles and Reporting Practices for Nonprofit
Organizations Not Covered by Existing AICPA Industry Audit Guides. Although that
document states specifically that it does not apply to hospitals, it deals with
problems and concepts similar to those in this exposure draft.
The subcommittee believes that this exposure draft presents a workable approach
in dealing with the problems described. Accordingly, it is being distributed to
representatives of the health care industry, certified public accountants, and
other interested parties for their comment. Positive recommendations regarding
this subject will be welcomed, and written comments should be submitted to arrive
at the AICPA not later than June 15, 1978. Written comments on the exposure draft
(other than statistical data and related explanatory material submitted on a
confidential basis) will become part of the public record of the American Institute
of Certified Public Accountants and will be available for public inspection at
the AICPA Library in New York City after June 22, 1978.

In addition to accepting written comments for consideration, the subcommittee
will hold a public hearing on the exposure draft in Washington, D.C., on
June 14, 1978. Persons or organizations wishing to make presentations should
notify Robert C. Mullins as early as possible, but not later than June 1, 1978,
and should submit written outlines by June 8, 1978. Selection of the time and
exact location of the hearings will be made at a later date, and persons expecting
to attend should contact Mr. Mullins at (202) 872-8190 for this information.

Sincerely,

Albert A. Cardone, Chairman
Subcommittee on Health Care Matters

Joseph F. Moraglio, Director
Federal Government Relations Division

PROPOSED STATEMENT OF POSITION ON
MODIFICATION OF REPORTING PRACTICES
RELATING TO HOSPITAL RELATED ORGANIZATIONS
AND FUNDS HELD IN TRUST BY OTHERS
INTRODUCTION

1. There is increasing interest in,
and an apparent trend toward the
creation of, separate organizations,
frequently referred to as foundations, to raise and hold certain funds
for hospitals.
2. One of the basic reasons usually cited for establishing those separate organizations is to broaden
the base of philanthropic support
in the community while at the same
time distributing the burden of
board or trustee responsibility and
effort among more individuals.
More recently, the reasons appear
to center around the desire to insulate contributed funds against the
effects of actual and potential regulation by government and, in particular, against use by third-party
payors to underwrite their programs. Many hospitals fear the return of constraints similar to the
Economic Stabilization Program requirement to prove "severe financial hardship" in order to be permitted to raise prices, which caused
some facilities to use contributed
funds to support operations. Malpractice claims are also seen as
threats to funds contributed to hospitals. Organizers of separate fundraising entities hope that exposure
of those funds to such threats may
be avoided or lessened by the use
of such organizations.
3. Some believe that the financial statements of such separate organizations should not be combined with those of hospitals because they believe that combining
them would limit the effectiveness
of the organizations and thereby
subject contributed funds to the
feared expropriation by third-party

payors and others. Others share
the concerns about the potential
effects on reimbursements but believe that those concerns should be
dealt with independently of accounting considerations and that
accounting and reporting should be
determined without reference to
those potential effects.
THE PROBLEM

4. The AICPA's Hospital Audit
Guide presently calls for combined
financial reporting for related organizations if "significant resources
or operations of a hospital . . . are
handled by such organizations and
they . . . are under the control of
(or common control with) hospitals. . . ." However, the guide does
not give any guidance about or explanation of what constitutes "control" or "hospital resources." As a
consequence, a variety of reporting
practices are being followed in
identical or similar circumstances.
The financial statements of some related organizations are combined
with those of hospitals, while the
financial statements of others in
similar circumstances are not. The
related facts and circumstances are
sometimes disclosed and sometimes
not.
5. Concerns are expressed that
new organizations are being created and existing organizations arc
being modified in a manner designed to overshadow the substance
of the relationship and to avoid the
requirements for combined financial statements.
6. In these circumstances, the
subcommittee believes that the
Hospital Audit Guide should be
modified to give more guidance in

this increasingly important and
complex area. Furthermore, since
funds held in trust for the; benefit
of hospitals by independent organizations are similar in many respects
to resources held by hospital related
organizations and to endowment
and other restricted funds held
by hospitals, the subcommittee believes it is necessary to reconsider
financial reporting for funds held in
trust by others for the benefit of
hospitals.
APPROACHES TO THE PROBLEM

7. One approach to the problem
would be to continue that which is
presently set forth in the guide with
the primary focus on control, and
merely to expand it by defining
or giving guidance about what
constitutes "control" and "hospital
resources."
8. A second approach is based
on the rationale that the encouragement and development of philanthropy is a function separate and
distinct from the operation of a
hospital as a self-sustaining enterprise in the current environment
of health insurance and third-party
payors. Under this approach, it
might be argued that there is such
a distinct difference in functions
that it is not necessary or appropriate to combine financial statements
of the two entities or to disclose the
related facts and circumstances. Alternatively, it might be argued that
while combination is not necessary,
disclosure of the circumstances of
the relationship is appropriate.
Under this alternative, reference to
Statement on Auditing Standards
no. 6, Related Party Transactions
(SAS 6), might provide adequate
guidance.
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9. A third approach, which is
presented in this draft, is based on
a comprehensive concept of hospital resources, as defined in paragraph 12. Under this approach, if
hospital resources (as defined) exist, they should be reflected in the
hospital's financial statements by
combination or otherwise (see paragraph 13), regardless of the forms
of organization that hold legal title
to them and regardless of whether
the hospital controls the other organizations. This approach places
control in a secondary role, as a
determinant of the method and extent of combination and not as a
determinant of whether the financial statements should be combined.
10. This third approach affects
reporting of hospital resources handled by organizations that are not
controlled. Under this approach,
those hospital resources would be
treated as a restricted fund in the
combined financial statements. All
contributions to the hospital resources handled by such a separate organization would be reported as additions to the restricted fund balance in the combined
financial statements pending distribution to the hospital. The timing of distributions and any other
restrictions on distributions imposed by the separate organization would be recognized in addition to any donor-imposed restrictions. This treatment recognizes
that a separate organization that
is not controlled by the hospital has
discretion over the use of hospital
resources and provides for full disclosure of those resources in the
hospital's financial statements.
11. A significant consequence of
this approach is that funds held in
trust by others for the benefit of a
hospital would also be included in
the hospital's financial statements.
However, these funds are held
under wills and trust agreements
set up by donors, and the terms of
distribution of income and principal vary widely. Some may believe
that unless the hospital is entitled
to distribution of principal within a
reasonable length of time, the funds
do not meet the definition of "hospital resources." However, many en-

EXPOSURE

DRAFT

dowment funds also are long term
or permanent in nature concerning
the distribution of principal. Under
the subcommittee's approach,"funds
held in trust by others" would be
accorded the same treatment—inclusion in the hospital's financial
statements—as endowment funds
held by the hospital.
THE SUBCOMMITTEE'S
CONCLUSIONS

12. Based on the subcommittee's
tentative conclusions, the sections
of the Hospital Audit Guide that
currently deal with "Other Related
Organizations" (pages 11 and 12)
and with "Funds Held in Trust by
Others" (page 11), should be deleted and replaced with the following text:
RELATED ORGANIZATIONS
AND FUNDS HELD IN TRUST
BY OTHERS

Resources handled by an organization separate from the hospital
are considered to be resources of
the hospital if, in substance, their
use or eventual distribution is limited to the hospital by the organization's charter or by other means, or
is limited to support activities managed by, or otherwise closely related to, the hospital. The resources,
if significant, should be reported on
the accrual basis in the hospital's
financial statements. The manner of
reporting should be determined in
the light of all relevant attendant
circumstances. The overriding consideration should be to reflect the
substance and not merely the form
of the relationship between the
hospital and the separate organization.
A.

Organizations
for a Single

Functioning
Hospital

If the primary purpose or function of a separate organization is
to handle significant resources of
a single hospital, its financial statements should be combined with
those of the hospital. An example
is a separate organization that solicits contributions in the hospital's
name or in such a way that the
contributors have a reasonable basis

for believing that the funds are to
be used by or for the benefit of the
hospital.
If such a separate organization is
under the control of or under common control with the hospital, the
two entities should be combined as
a single entity, recognizing only
external donor restrictions. Restrictions imposed by the separate organization should be treated as the
equivalent of board designations.
As defined in Statement on Auditing Standards no. 6, Related Party
Transactions, "Control means the
possession, direct or indirect, of the
power to direct or cause the direction of the management and policies of a specified party whether
through ownership, by contract, or
otherwise." Among the factors considered to be evidence of control of
an organization by a hospital are
any of the following:
1. The hospital's board members
or other hospital representatives, or both, constitute a majority of the other organization's board.
2. The hospital has the power to
appoint, reappoint, or remove
a majority of the board members of the other organization.
3. Board members representing
the hospital have unequal or
special voting rights, such as
veto power.
If such a separate organization is
not under the control of or under
common control with the hospital,
the combination should be made by
treating all of the separate organization's assets, liabilities, and fund
balances as resources of the hospital in a separate restricted fund in
the combined financial statements.
Activity during the period should
be reflected as changes in the restricted fund balance. As funds are
distributed or become distributable
to the hospital, they should be recorded by the hospital, recognizing
any external donor or separate organization restrictions.*
*Distributions should be recorded by the
hospital as receivables if, at the end of
the period, they have been allotted or
approved by the separate organization's
board for disbursement to the hospital
on a specific subsequent date.
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B. Organizations Functioning
for More Than One Other
Organization
If a separate organization handles significant resources of a hospital as well as significant resources
for entities other than the hospital
and is under the control of or under
common control with the hospital,
its financial statements should be
combined with those of the hospital
as if they were a single entity. Recognition should be given in the
combination only to external donor
restrictions. Those resources handled by the separate organization
the use or eventual distribution of
which is restricted by external donors or is limited by other means
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to use by entities other than the
hospital, or to support activities
managed by or otherwise closely
related to such entities, should be
included as a separate restricted
fund in the combined financial statements of the hospital, reflecting a
liability or trust relationship, such
as "funds held in trust for others."
If such a separate organization is
not under the control of or under
common control with the hospital,
only those assets, liabilities, and
fund balances or the applicable
portion or interest in them comprising resources of the hospital should
be included in the hospital's financial statements. The amounts should
be reported in a separate restricted
fund. Activity during the period
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should be reflected as changes in
the restricted fund balance. As
funds are distributed or become
distributable to the hospital, they
should be recorded by the hospital,
recognizing any external donor or
separate organization restrictions.
Examples of such separate organizations are a bank as a trustee, a
university if the hospital is either
part of the same corporation or is
related, and a foundation (fundraising organization) that solicits
contributions for the hospital and
other entities.
13. The following flow chart depicts the reporting of hospital resources held by separate organizations as described in this draft.

Reporting of Hospital Resources Held by Separate Organizations
Significant
Hospital Resources
held by a separate
organization

Organization
handles Resources
for single Hospital

No

No

No
Requirements*

Control
or common

Yes
Combine as single
entity—recognize
external donor
restrictions (separate restricted
fund for resources
of other organizations.

Yes

Control or common
control

C o m b i n e as single
entity—recognize
external donor
restrictions.

No

Include only
Hospital resources
in restricted
fund—recognize
external d o n o r
and separate organization restriction on distribution.

No

Combine as
restricted fund—
recognize external
donor and separate
organization restrictions on distributions.

*Significant funds that do not meet the definition of hospital resources may be received by a hospital on a recurring basis
from another organization, For example, a hospital may regularly or periodically receive significant amounts from an independent foundation or other separate organization which also makes such distributions to other recipients. If the separate
organization is not obligated to make distributions to the hospital, the distributions do not meet the test of being hospital
resources. Disclosure of the related facts and circumstances may be appropriate in the financial statements of the hospital.

